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The Limits of Taxation 


* 


Senator Douetas: The subject which we have for discussion today 
is the question—the limits of taxation. The facts can be briefly stated. 
The federal government will spend during the coming year, unless 
there are reductions made, approximately 80 billion dollars; the state 
and local governments will spend 20 billions more—making a total of 
around 100 billions spent by all levels of government. The national in- 
come is about 300 billions. So, at present, we are spending about one- 
third of the national income for governmental purposes. This naturally 
raises the question of whether this proportion is excessive. 

There is now pending before the states a constitutional amendment 
which proposes to limit taxes to 25 per cent of a man’s income. This 
amendment, in turn, was fostered by an article written some years ago 
by a distinguished Australian economist, who is here with us this after- 
noon, saying that 25 per cent taxation or expenditure was approxi- 
mately the danger point and that, if one went above this, it would 


1 The method of amending the Constitution being employed in this case is by means of 
having the state legislatures of two-thirds of the states petition Congress to call a consti- 
tutional convention. This method of amendment has never been used. Article V of the 
Constitution says: ‘The Congress, whenever two thirds of both Houses shall deem it nec- 
essary, shall propose Amendments to this Constitution, or, on the Application of the 
Legislatures of two thirds of the several States, shall call a Convention for proposing 
Amendments, which, in either Case, shall be valid to all Intents and Purposes, as Part 
of this Constitution, when ratified by the Legislatures of three fourths of the several 
States, or by Conventions in three fourths thereof, as the one or the other Mode of Ratifi- 
cation may be proposed by the Congress; Provided that no Amendment which may be 
made prior to the Year One thousand eight hundred and eight shall in any Manner affect 
the first and fourth Clauses in the Ninth Section of the first Article; and that no State, 
without its Consent, shall be deprived of its equal Suffrage in the Senate.” 

Senator Joseph C. O'Mahoney, chairman of the Joint Committee on the Economic Re- 
port, in hearings on this proposed amendment before the Joint Committee, stated: “May I 
interrupt to say I think from what I have seen that there is a very widespread misappre- 
hension among at least some of those who are supporting this movement, that when the 
requisite number of States have passed a resolution, it will be mandatory that Congress 
submit such an amendment for ratification; whereas, that isn’t the fact at all. 

“Congress would be required only to call a Constitutional Convention, and that Conyen- 
tion could at the same time consider and perhaps report and recommend the amendment 
which was suggested here this morning, that the Federal Government be given the power 
to tax real property within the boundaries of the several States... .” 
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cause trouble for the community. This distinguished Australian econ- 
omist is Mr. Colin Clark, who is here, and I would like to have a 
comment from him about this general question to open up the discus- 
sion. 


Mr. Crark: It is a great pleasure to be with you this afternoon, Sen- 
ator. You and I have known each other for many years; and it is a 
particular privilege to take part in this discussion. I still stick to what 
I said in that article in 1945. I apologize for having given you and the 
United States so much trouble. I should just like to say, though, that 
as a guest of your extremely hospitable country, I am not taking any 
part in American politics on either side. I am keeping myself neutral 
not only in voice but also in mind. 


Senator Douezas: We hope that you will speak out fearlessly on | 
the intellectual issues involved if not on the political implications. 


Mr. Crark: Yes. 


Senator Doueras: Heller, you have studied taxation and have par- 
ticipated in a lot of tax legislation. I wonder if you could tell us some- 
thing about the present position of this constitutional amendment 
limiting income and business taxes by the federal government to a 
top limit of 25 per cent. 


Mr. Hetzer: It is important at the outset, especially with Colin | 
Clark here, to distinguish between this movement of the states to limit | 
the Constitution—that is, to put in a constitutional limit to taxa-| 
tion—as over against the Colin Clark thesis that 25 per cent of the! 
national income represents a critical danger point in taxation. What, 
seventeen states have laid before Congress is a proposed amendment 
which would say the following to the federal government: You shall 
not levy an income tax or a death tax, either on business or on individ-. 


. . oe . . 
uals, exceeding 25 per cent of the individual or business income? 
as | 
SENATOR Douctas: Does that mean that it is 25 per cent on the aver- 


age or that the rate on a given bracket cannot exceed 25 per cent? | 


2 The staff of the House of Representatives Judiciary Committee reports that twenty- 
nine state legislatures have acted favorably on this proposal but that, because of rescind- 
ings, vetoes, and defects in some of the measures, only seventeen of these petitions now 
remain in effect. The states in which the petitions for the 25 per cent maximum tax rate 
on incomes, estates, and gifts are in effect include: Delaware, Florida, Georgia, Indiana, | 
Kansas, Louisiana, Maine, Massachusetts, Michigan, Mississippi, Montana, Nevada, New 
Hampshire, New Jersey, Pennsylvania, Utah, and Wyoming. | 
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Mr. Herter: There was some dispute on that, but that has been 
cleared up now. It is not a top-bracket rate. It is a top-effective or 
saverage rate of tax. 


Senator Douctas: So that it should not take more than 25 per cent 
of a person’s income. Of course, we all wish that government did not 
take more than 25 per cent of our income, but what do you think of 
this device of a constitutional amendment? 


Mr. Hetrer: This would, first of all, badly limit the federal govern- 
ment in its fiscal activities. Let us just take a look at the revenue lost. 
It would mean the loss today of about 18 billion dollars out of ap- 
proximately 70 billion dollars of taxes. The question immediately arises: 
What would this do either to the tax system or, alternatively, to ex- 
penditures? 

Senator Doucras: In other words, since the government is spend- 
ing at the rate of 80 billion dollars and collecting 70 billion dollars in 
taxes, if this reduction were put into effect and expenses were not cut 
and if no other taxes were levied, it would increase the deficit from 
10 to 28 billion dollars? 


Mr. Hetrer: That would be the effect this year, Senator. 

Senator Dovcias: And that would increase inflation, do you not 
think so? 

Mr. Hetrer: Absolutely. It could not have any other effect but to 
increase inflation. 

Mr. Crark: I agree. 

Senator Doucras: May I ask who would get these reductions in 
taxes? What groups in the community would get then? 


Mr. Heer: Out of the 18 billion dollars, about 15 or 16 billion 
would go to corporations, first of all, and then only a couple of billion 
would be cut off the individual income tax. But the interesting part 
of that is that 1 per cent—the top 1 per cent—of the taxpayers would 
get the entire benefit of the individual income tax decrease. 


Senator Douctas: And what would be the income of this upper 1 
per cent? 


Mr. Hexter: The amount cut down—the amount which they would 
save under this law—would be the entire 2 billion dollars. 
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Senator Dovetas: It would be the single people with an income, 
let us say, of $8,000 a year or married people with dependents with 
an income of about $17,000 or $18,000. 


Mr. Hexrer: About $20,000 a year. 


Senator Douctas: So, the gain would go to those with incomes over 
$20,000 who are married? ~ 


Mr. Hetzer: Exactly, and those over $8,000 who are single, which 
is, of course, a very small part of the total population. 


Senator Douctas: If we reduce expenditures by 18 billion dollars 
and create a situation in which the tax receipts are 52 billions and get 
a deficit, unless we cut expenditures, of 28 billions, would this not lead 
to a terrific desire, a very desirable desire, for economy? Will we et 
be forced to reduce our expenditures then? 


Mr. Hetzer: Forcing us to reduce our expenditures is not synony- 
mous with economy. You, Senator, above all, know that. I think that 
you have had some figures which you have quoted as to actual econ- 
omy possible in government, in the sense of doing the same job more 
effectively and economically. 


Senator Douctas: Roughly, of the 80 billions which we spend, 60 
billions are for current national defense, 10 billions are payment for 
past wars in the form of interest and veterans’ benefits, and only 10) 
billions are for current civil expenses. So that if we were to cut ex- 
penditures by 18 billions or by 28 billions, it would have to be pre-+ 
dominantly and overwhelmingly from national defense. Now, Mr. 
Clark, I would like to have you answer this question, if you would 
Do you think that any government can seriously make enormous re/ 
ductions in national defense in view of the Communist peril? You! 
come from Australia. More than any economist you probably know; 
world conditions. You have watched the struggle against communism 
all over the world. Do you think that the free countries can cut their} 
defense expenditures so rigidly at a time like this? 


Mr. Crark: Even from the point of view of a remote country like 
Australia, it is quite obvious that it cannot be done; and I must admi# 


that I am extremely surprised at the way this propaganda has gone ir? 
the United States. 


& 


SENATOR Douctas: In other words, your child has taken direction! 
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hich you did not expect and of which perhaps you do not wholly ap- 
rove? 


Mr. Crarx: Absolutely. 


Senator Douctas: Frequently that is what happens to fathers. Their 
children turn out very differently from what they hoped that they 
would. 


Mr. Crark: They certainly do, because what I had in mind right 
from the start was the relationship between tax collections and na- 
‘tional income. When I suggested a limitation of about 25 per cent 
there, it was a very different thing from a limitation on every individ- 

ual income. 


Senator Doueras: Of course, as a matter of fact, we are spending 
not 25 per cent of national income for governmental purposes but 
around 33 or 34 per cent. We have already exceeded your limit by 8 
per cent. 


Mr. Crark: Yes. I would say that, even if you fixed the ratio at 25 
per cent for national income, that means on the highest individual 
incomes you have got to go up to, at any rate, 65 per cent. 


SENATOR Douctas: That is on tax brackets? 


Mr. Crarx: That is so, Senator. And the other thing which occurred 
to me—it follows inevitably from our discussion—is that if you can- 
not cut military expenditures, what is going to happen if this consti- 
tutional amendment is adopted is that there will be a very much heav- 
ier burden of sales taxes. 


Mr. Hetter: There is an interesting figure, by the way, that a 10 
per cent federal sales tax without exempting anything—that is, 10 per 
cent on everything which we buy—would just about raise this 18 bil- 
lion dollars which would be lost by the amendment. 


Senator Douctas: Of course, we should not only admit but assert 
that perhaps 5 billion dollars could be cut from the federal budget and 
possibly a billion or two from local expenditures, so that we might say 
with rigid economy, without real impairment of vital services, we 
could save 6 to 7 billion dollars; but, even so, the question would come 
where we could make good the remaining 11 or 12 billions. 

And I agree with you that probably what would happen is that we 
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would either run deficits, which I think would be bad, or shift to a 
sales tax. Do you not think that that is what would happen? 


Mr. Hetzer: In either case it is a much worse alternative to the 
present tax system. As a matter of fact, of course, what is often not 
realized is that there is already an extremely heavy burden of taxes on 
the lower-income groups. 


Senator Douetas: In what ways? 
Mr. He.ter: The excise taxes, the payroll taxes. 
Senator Douctas: Such as state sales taxes? 


Mr. Hetter: Yes, and our liquor and tobacco taxes. We can say that 
liquor and tobacco are luxuries, but that does not keep the low- 
income-group man from buying them. 


SeNaToR Douctas: What about gasoline taxes? 


Mr. He ter: Yes, and gasoline taxes. 


Mr. Crarx: Has there been a really careful statistical study made of | 
the burden which the low-income American has to face already? 


Mr. Hetier: Yes, Musgrave at the University of Michigan has made} 
a very careful study in which it appears that actually at the very bot-| 
tom of the income brackets... . 


Mr. Crark: About $1,500 a year? 


‘Mr. Hetrer: Let us say, $0-$1,500—in that class—there is a very} 
substantial burden; in fact, it is in excess of 20 per cent of a man’s in-| 
come. 


Senator Douctas: The people under $1,500 income are already pay-} 
ing, through indirect taxes, over 20 per cent of their income? 


Mr. Hexier: That is right; indirect taxes of many kinds, which) 
eventually are passed along. 


Senator Douctas: Including property taxes? 


Mr. He ter: Yes, including property taxes. 
Mr. Crark: What about a low wage-earner in the southern states,} 


for instance, who is getting only $1,000 dollars a year? Are his indirect} 
taxes over $200 a year already? 


Mr. Hetzer: That is what it amounts to, mostly in terms of taxes 
passed along in terms of the prices of the things that he buys. 
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SENATOR Dovetas: So that if we were to have another sales tasveit 
ot of 10 per cent, say, of 7 per cent, then that would take away really 
other $70 from a $1,000 man, or over $100 dollars from a $1,500 man. 


Mr. Heiter: Roughly. 


Senator Dovcetas: That would amount to the impairment of his 
standard of life to that degree. 


Mr. Herter: I think that we are agreed, are we not, Senator and 

lin Clark, that the 25 per cent amendment is a thoroughly objection- 
able proposal ? 

SenaToR Dovctas: In view of all this, how do you account for the 
Mfact that seventeen states have passed resolutions calling for a consti- 
etutional convention to consider this subject and possibly others? 


Mr. Heer: It seems to me simply an expression of the general 
wishful thinking for lower taxes, and perhaps, so far as the lobbying 
groups behind the amendment, it is an expression of a desire for a re- 
»duced scale of federal government. 


Senator Dovctas: Let us turn now from the child that has been 
sdisowned by its father to the fountain of origin, let us say. Mr. Clark, 
I remember you wrote this article, which appeared in the Economic 
Journal in 1945... 

Mr. Crark: Yes. 

Senator Doueras: ... at the conclusion of World War II, saying 
that where government spent—and I think that you threw the empha- 
sis on expenditures—more than 25 per cent of the national income, 
the result was impaired savings, lessened will to work, and a sort of 
general economic sickness which showed up in diminished production. 
Do you still roughly believe that? 

Mr. Crark: Yes, reluctant through I am to do so, because, as you 
pointed out, Senator, it is getting us into a jam all right. Let me put 
it this way: When taxation goes beyond the safe limits, it hits at the 
economy in three quite separate ways; it starts a pincer movement. 
First of all, it hits at production. 

Senator Dovetas: By reducing the will to work and the will to 


save? 
Mr. CrarkK: The will to work and the will to save. At the same 
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time and, secondly, it encourages many people to spend more and, 
rather alarmingly, it encourages businessmen to spend out of tax- 
deductible accounts, especially their maintenance funds, their enter- 
tainment funds, allowances, advertising. Any expenditure which is tax 
deductible the businessman spends much more freely at a time of 
high taxation. And, thirdly, if I may speak with all due delicacy, it 
is bound to have some effect on the point of view of legislators. I 
think that legislators, confronted with terrific tax burdens, as they are 
now, become much more tolerant of inflation than it is their duty to 


be. 


Senator Douctas: In other words, they will say: It is granted that 
we have to continue expenditures—and indeed there is a tendency of 
legislators to vote for expenditures in order to get in well with their 
constituents. Then, since they are reluctant to tax, the tendency is for 
a democratic government to run deficits .. . | 


Mr. Crark: Yes. 


Senator Douctas: ... and for the deficits to lead to governmental 
borrowing inevitably and borrowing from the banks; the banks buy 
bonds through creating credit, the ratio of money and credit to goods | 
rising and prices rising. Therefore, what you are saying is that, when | 
you have these high expenditures, legislators and people will not want 
to tax, and they will bear the burden through inflation rather than 
through taxes. Is that correct? 


am saying that they will neglect all those various precautions against 


| 
Mr. Crark: Yes, and I am saying a bit more than that, though. I | 
inflation which they would normally observe. | 


Mr. HE ter: But it is important, is it not, to distinguish between the 
will to tax and the capacity to tax? That is to say, people’s will to tax 
probably runs out sooner than something which we might call their 
capacity to tax? | 


Mr. Crark: I have noticed that, yes. 


in this case falls short of the act. 
Mr. Crark: Yes. 
Mr. Hetrer: That is right. 


Mr. Crarx: But I build up my limit not on theoretical reasoning so 


| 
| 
| 
Senator Douctas: Instead of the wish exceeding the act, the wish’ 
| 
| 
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much as on observing the actual experience of a number of different 
countries. 

Senator Dovuctas: I wish that you would tell us something about 
England. What percentage of the English national income is taken by 
the government? 

Mr. Crarx: I regard Britain as a quite hopeless case because. succes- 
sive chancellors, both Labour and Conservative, have been taking over 
40 per cent of the national income. 


SeNaToR Douctas: About three-sevenths, about 42 per cent. 
Mr. CiarKx: Somewhere around that; yes. 


| Senator Doucras: And we are taking one-third. Does that include 
local government in England? 


Mr. Crark: Yes, it includes local government. But I should say that 
the British case certainly is out of line. 


Senator Douctas: In other words, the 42 per cent is certainly more, 
but you fixed 25 per cent. 

Mr. Crark: I did, yes. 

Senator Douctas: Now, 25 per cent for the United States would 
mean total expenditures of 75 billion dollars as contrasted with present 
expenditures of 100 billions; and granted, let us say, that by a rigid 
economy, we could cut 6 or 7 billions out, reducing it to 93 or 94 bil- 
lions, your program would mean that we would have to cut 18 or 19 
billions more? 


Mr. Crark: Yes. 


Senator Douctas: I know that you do not want to express opinions 
on this, but since Senator Taft and General Eisenhower have taken 
over some of your doctrines, since other people are using your opinions, 
I want to see the consequences of this. Do you think, without wishing 
to commit yourself politically, that we could cut 25 billions out of 
national and local expenditures in view of Mr. Stalin’s being abroad 
in the world? 


Mr. Crark: If I were in your position, Senator, and you were in 
mine, I am afraid that I would entirely agree with you. The cut can- 
not be made with Stalin playing up the way he is. And it follows, I 
am afraid—and this perhaps is where you will disagree with me—that 
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it will be impossible to resist the pressure for rising prices over the 
next few years. 


Senator Douctas: You see where we are. Let us suppose that we 
can cut 6 or 7 billions. That reduces the proportion of the national in- 
come which we take from 33 per cent to 31 per cent. That is a lot... 


Mr. Crark: It is. = 


Senator Dovuctas: . . . but still it is 6 per cent over your alleged 
danger zone. 


Mr. Crark: Yes. 


Senator Doucras: Once in a generous mood you fixed a zone of 
tolerance between 23 and 27 per cent. It is even 4 per cent, or 12 bil- 
lions, above your maximum limit. Do you think that the United States 
is going to the “bow-wows” on this? 

Mr. Crark: No, I think that you will keep it in check; but I shall 
bet with you, and we will meet again in three years’ time and see. 


Senator Douctas: What is your bet? 
Mr. Crark: Look ahead for three or four years, and assume that 


we keep out of war but have to keep up military expenditure as it is 
now, | can see American prices going up at least 20 or 25 per cent. 


Mr. Hetter: I cannot. 


Mr. Crark: I] will stand you to a drink too, Heller, if you win the 
bet. 


SENATOR Douctas: I would like to have you say why you see prices 
going up. 
Mr. Crark: For the reasons which I gave—the combined pressures 


of restrictions on production, excessive business expenditures and ex- 
pense accounts, and the weakness of your brother legislators. 


Senator Douctas: Weakness to tax, so that prices will go up? 


Mr. Crark: Weakness to tax and weakness to take any other anti- 
inflationary measures, too. 


Mr. Hexter: I strongly disagree. I think that with the tremendous 
increases in manufacturing capacity, with the tremendous increases in 
output which are almost daily being made, this is not likely to happen. 
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Let us take specifically steel. I understand that something like eight 

million tons of steel capacity is now being utilized to produce further 
steel capacity; and, when we free that capacity, it seems to me that 
there is going to be a very considerable additional quantum of consum- 
ers’ goods. I cannot see prices rising substantially in the face of this 
onrush of goods onto the consumers’ markets. 


SENATOR Dovetas: Mr. Heller, then, do I understand your position 
to be that the high military expenditures can be borne out of an in- 
creased national income so that we will have a diminishing percentage 
of national income used for governmental purposes? 


Mr. Hetter: Yes. This assumes approximately a stable defense pro- 
gram, but a rising national income. 


Senator Douetas: Three per cent a year, 4 per cent a year? 


Mr. Heiser: That is right. We have been running a 5 per cent 
increase a year in our total national product. 


Mr. Crark: That is in fixed prices? 


Mr. Hetrer: That is in fixed prices, yes. Consequently, that is one 
part of the rebuttal to your suggestion of increasing prices. 

The other goes back to your analytical basis for your 25 per cent 
critical-limit idea—namely, the impairment of production and the im- 
pairment of the will to work. You say, Clark, that high taxes cause a 
man to seek more leisure. Is it not possible that high taxes will also 
cause him to say, “Well, my income is lower than it was, and I’m 
going to work that much harder to restore it to where it was”? 


Mr. Crarx: It is quite true modern taxation does sometimes make 
men work harder. I have sometimes worked hard myself on occasion 
to pay my income tax. But I think that I heard you say once, Senator, 
that the point is reached where the man just will not make the further 
effort. And I should like to add this: That goes for sales tax just as 
much as income tax. In many ways sales tax often hits at the wage- 
earner in the way income tax hits at the business and professional 
man. One notices this in Europe—and I think that you will notice it 
here soon—that wage-earners just will not make the effort to do more 
arduous and better-paid work if everything they want to buy with 
their money is hopelessly overtaxed. 


Senator Dovetas: I think that that is true. 
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Mr. Heer: Of course, the question is at what rates you shift over 
from a more powerful impetus toward leisure rather than a more 
powerful impetus toward work. 


Mr. Crark: Let us take Britain as another horrible example, where 
things like household refrigerators are taxed 60 per cent. The English- 
man gives up the idea of working to buy his family a refrigerator. 


Senator Douctas: That raises a very interesting point. I think that 
perhaps we would all agree that the English scale of taxation is ex- 
cessive so far as its effect on production is concerned—42 per cent— 
but, Heller, do you think that we have seriously held back production 
in this country by rates of taxation running from 28 to 33 per cent in 
the past? What about the past decade? Has it been a period of stag- 
nation, or has it been a period of advance? 


Mr. Hexter: I certainly do not see any evidence for holding back 
production. You can take practically any year, or you can take the 
whole period; the evidence is very conclusive to the contrary. From 
1940 to 1952, if you will permit me to take that period, output increased 
70 per cent; manufacturing capacity doubled; current real consump- 
tion increased by 50 per cent; gross investment went along at a nice 
rate of 40 billion dollars a year, in 1951 prices. That does not look 
like a substantial impact. 


Senator Douctas: And during all this time Clark’s critical limit 
was exceeded. 


Mr. Crarx: No; that is the point. During a lot of the past decade 
you did keep the United States within my limit. It is just the last 
year or two that it has gone over. 


Mr. Hetier: That is not quite true. 
Mr. Crark: If we redefine it at 27 per cent, we keep within it. 


SENATOR Doucras: Let us take 27 per cent then. Have we not always 
gone above that 27 per cent? 


Mr. Hetier: We have gone above in at least five of those twelve 
years—up to 30 per cent, 29 per cent, in 1945, 1946, 1947. Nonetheless, 


we have maintained our rate of increase in output. 


Mr. Crarx: What you are trying to get me to do is move it up to 
30 and then you might make a deal, is that it? 
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Mr. Hexier: Oh, I would not do that, either. 


SeNaToR Dovetas: It sounds as though you are weakening and as 
though Clark’s law might be made a relative law. You would say that 
perhaps 25 per cent in countries of low income would be the critical 
point but that in countries of high per capita income you might go above 
25 per cent. It looks as though you would not make a deal at 30 per 
cent, because no economist will deal with truth. Perhaps you would 
say that the truth lies, in a prosperous country with high per capita 
income, about 30 per cent, which would not be excessive or would not 
diminish the will to work or the will to save. 


Mr. Crark: I am suspicious of 30, but I am willing to move a bit 
in that direction. 


Senator Douctas: I see. You should publish an article on that so 
that Senator Taft, who has joined himself in your law so that it has 
now became the Clark-Taft Law, may conform to it also. 


Mr. Crark: The only trouble is Taft forgot the state and local. He 
took 25 for the national. Therefore, if you add state and local, Taft is 
already committed to 30 per cent very nearly. 


Mr. Hetter: Let me just get in a word about economists dealing 
with truth. You mean that economists will not make a deal with truth? 


Senator Doveras: You should not compromise truth. You may have 
to compromise practice, but you should not compromise the theoretical 
correctness of positions because of practical necessities, and that, I 
think, is a very important function of universities. They should not 
compromise truth even though politicians have to consider a variety 
of truths. 

Mr. Hetrer: That is right. Moving that 25 per cent up to 30 per 
cent, I want to add, would not satisfy me. I would be willing to say 
that there is a limit somewhere, but we are not at that limit yet, par- 
ticularly provided we improve the structure of taxation. 


Senator Douctas: Now, that is very important. 
Mr. Crark: Yes. 


Senator Dovuctas: In other words, you are saying that it is not 
merely a question of how much we collect in taxes or how much we 
spend but how these are distributed. Mr. Heller, you have been a 
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pretty good student of American federal taxation. Do you see a lot of 
ways in which we could improve the type of taxes which we levy? 


Mr. Hetrer: I think that our first job is to improve the taxes which 
we have. 


Senator Douctas: What would you suggest? 


Mr. Hetter: In the personal income tax, you have been fighting to 
plug loopholes. You have been doing that from the standpoint of the 
fairness. 


Senator Douctas: Not only loopholes, but there are tunnels. 


Mr. Hetter: I would say that that fight is also a fight to improve 
the tax system from the standpoint of its effect on production. 


Senator Doucias: What would you mention in loopholes? Family 
partnerships? 


Mr. Hexrer: Family partnerships is one. Let me add percentage de- 
pletion for oil and gas wells. 


Senator Douctas: Twenty-seven and a half per cent gross earnings 
up to 50 per cent of national earnings in perpetuity in addition to depre- 
ciation allowances and in addition to losses on dry wells which are 
charged against successful wells? 


Mr. Hexrer: That is right. This means in effect that you allow a 
lower tax rate on oil and gas ventures than others. If we assume that 
the free play of market forces gets the best distribution of resources, 
then you get a distorted distribution of resources if you put a specially 
low tax on some particular form of enterprise. 


Mr. Crark: While we are at it, what about plugging up the enter- 
tainment expense accounts and advertising expense accounts? 


SENATOR Doucxas: Country club dues, which I am told are deducti- 
ble for personal income and corporate income taxes. 


Mr. Hetier: Yes. Many of the memberships are corporate member- 


ships, not individual ones at all. This means an allocation of too much 
resources to country clubs. 


SENATOR Douctas: What about night-club tax? People give a party 


for buyers or sellers depending on the state of the markets, which 
are deductible. What do you think of that? 
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Mr. HeEtter: Those, too, result in a waste of resources. There is no 
question about that. 


Mr. Crarx: I must end up with one rather unhappy paradox, Sena- 
tor. While you can do some good with income taxes, with sales taxes 
the only improvements which you can make from the point of view of 
production will be the most offensive to justice. You have to put more 
taxation on the necessaries of life and less on the amenities. 


Mr. Heter: If we want to increase sales tax. 
SENATOR Dovuctas: Who wants to increase sales tax? 
Mr. Hetrer: None of us. 

Mr. Crark: I hope not. 


Senator Douctas: Ladies and gentlemen, the three of us apparently 
disagree as to what is the precise limit for taxation and governmental 
expenditures, but we do apparently argee that to impose a rigid 25 per 
cent limit could only result in reducing military security, which ap- 
parently we do not regard as safe in view of Communist aggression. 
If we can cut expenditures only 6 or 7 billion dollars to eliminate 
waste, the 25 per cent limit would result either in a big governmental 
deficit or in the imposition of a sales tax. Apparently none of us be- 
lieve that either of these methods should be used. 


THE DANGER POINT IN TAXES* 
By COLIN CLARK 
k 


HOW high can taxes rise without economic trouble? The question is 
timely. People have always grumbled about taxes, but during the past 
three or four decades—as a result of two hot wars and the high defense 
costs of the cold war, to say nothing of the gradually rising expense of 
government services of many sorts—most of us have watched our taxes 
climb to such unprecedented heights that we must have sincerely won- 
dered what the effective limit was; and in the United States today, 
with new war costs mounting and new tax increases being debated, the 
question presses with special urgency. Is there a discoverable point 
where the burden of taxes becomes insupportable—or supportable only 
by such dubious means as inflation? 

We have learned, from the experience of many countries, what hap- 
pens when taxes mount too high. Many people don’t find it worth 
their while to work hard and efficiently. Production doesn’t expand 
as fast as it should. There is a shortage of goods, followed by an infla- 
tionary rise in prices. The government then usually makes a counter- 
move—attempting by price controls, wage controls, and rationing to 
“suppress” the inflation that is developing, hoping that in due course 
production and the real national income will grow enough to carry 
the burden without controls. But this, experience shows, usually takes 
too long; and there is then a quick escape into uncontrolled inflation— 
which benefits some people, but does great harm to the great majority, 
including especially those lower-paid wage-earners who generally keep 
their savings in the form of money rather than real property. 

All this is familiar to us as a sequence of events that has been re- 
peated over and over again in the experience of many countries. Yet 
the part that excessively high taxes play in causing inflation is still not 
fully appreciated. It is very widely understood that if a government 
incurs very heavy expenditures, and these are not covered by taxation, 
and the government runs at a deficit, the automatic result will be an 
inflationary trend. It is not so generally understood that if a govern- 
ment incurs very heavy expenditures, and these are covered by taxation, 
so that the budget is balanced, the trend—while it may be deflationary 


* Reprinted by special permission from Harper’s Magazine, December, 1950 (Copyright, 
1950, by Harper & Brothers). 
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for a time—will in the long run be toward inflation if the rate of taxa- 
tion is too high to be borne. “The long run,” in this case, is probably 
a period of two or three years, though this may depend on the nature 
of the emergency; in wartime it may be longer. 

The question I am raising is, how high is too high? What is the 
danger point? How much of the national income can be taken in taxes 
before this uncomfortable sequence of events gets under way? Can we, 
by reviewing the experience of various nations during the past quarter- 
century, fix the point where the danger signals begin to fly? I believe 
we can. 

The foundations of our knowledge on this subject were laid by Lord 
Keynes in a flash of brilliant insight in 1922. In that year, it may be 
remembered, inflation was proceeding apace in France and the ex- 
change rate of the franc was falling rapidly. French official opinion 
hoped to bring it back to its 1914 parity by “restoring the balance of 
trade,” and the first step toward this objective was to have been the 
military occupation of the Ruhr coal field. Meanwhile the French press 
was claiming that British and American “speculation” was the cause 
of the falling exchange rate. Keynes’ insight, however, told him that the 
French inflation would continue. In attempting to pay a high rate of 
interest on a huge mass of national debt (rentes), the Finance Minister 
was imposing an intolerable burden of public expenditure, amounting 
to 34 per cent of the current national income. 

Keynes remarked, “The level of the franc is going to be settled in the 
long run, not by speculation or the balance of trade, or even the out- 
come of the Ruhr adventure, but by the proportion of his earned in- 
come which the French taxpayer will permit to be taken from him to 
pay the claims of the French rentier [bondholder].” 

In other words, inflation was the only way out of the financial im- 
passe. And the inflation continued rapidly. Prices increased much faster 
than government expenditure and by 1926 the latter was only a little 
over 20 per cent of the national income. Then the inflation was checked 
and a measure of deflation followed. From 1927 onward prices were 
stabilized. But the interesting thing is that this period of economic and 
political stability was reached with the level of government expenditure 
almost exactly 25 per cent of the national income. (Lord Keynes com- 
mented in 1928: “The French budget balances with the burden of the 
rentes on the taxpayer bearable at the present level.”) 
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A second relevant prophecy in the period between World War I and 
World War II also concerned French finances. It was made in 1934 by 
the Swedish economist, Professor Bertil Ohlin. He pointed out that 
French public expenditure by that date had again become such an 
excessive proportion of the national income (nearly 34 per cent) that 
further devaluation of the franc was unavoidable. The devaluation 
which he predicted actually~occurred in 1936 and French prices went 
on rising until 1938, by which time the proportion of government ex- 
penditure to national income had again been reduced almost exactly to 
25 per cenit: 

During the nineteen-twenties there were moderate deflations in Brit- 
ain and Italy and a severe deflation in Norway. Each was carried to the 
point where it raised the proportion of taxation to national income 
somewhere between 23 and 25 per cent, beyond which it was not car- 
ried further. This demonstrates my point in reverse, so to speak. 

During the period 1934-35 I prepared a Fabian pamphlet which ex- 
amined in detail all the taxes then in force in the United Kingdom, 
estimating by rough common-sense methods the maximum additional 
revenue which could be obtained from them. (In making this study, I 
assumed that the British economy was brought to full employment, out 
of the heavy unemployment then prevailing.) The interesting thing is 
that the conclusion reached by this method was also that the maximum 
feasible taxation was almost exactly 25 per cent of the national income. 

Although this evidence is far from conclusive it certainly suggests 
that the critical level of taxation beyond which inflationary forces come 
into play (and deflationary forces suffer a political check) ts around 
25 per cent of the national income. 

In 1944 I wrote for the Economic Journal an article—eventually 
published in December 1945—in which I put forward the figure of 25 
per cent as the measure of taxable capacity. Lord Keynes, who was 
editing the Journal, wrote me in May 1944 that “in Great Britain after 
the war I should guess that your figure of 25 per cent as the maximum 
tolerable proportion of taxation may be exceedingly near to the truth,” 
and added that he would not be at all surprised if postwar experience 
confirmed it. 

Now what has been the acutal history of the matter since the end of 
World War II? In the United States, taxation did not pass the critical 
limit until 1943, and even in the worst years of the war it rose no higher 
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han 29 per cent of the national income. Suppressed inflation (rationing 
d price controls) ended in 1946; whereupon open inflation continued 
sat a moderate rate until 1948, bringing taxes down to almost exactly 
ethe 25 per cent level. 

In a number of countries open inflation was in full swing before the 
War actually ended. Belgium avoided excessive debt and other burdens 
on the budget and was fortunate in escaping serious damage to her pro- 
ductive capacity. Her price level by 1946 had risen three- or four-fold 
above prewar and this rise sufficed to reduce the burden of government 
expenditure to 22 per cent of the national income. At this point price 
stabilization became possible. In France at the same time, however, gov- 
ernment expenditure was one-third of the national income and inflation 
continued rapidly. It went on to the end of 1948, when a price level 
twenty times prewar was reached. At that point the budget could be 
balanced at some 25 per cent of the national income. 

In Italy inflation proceeded more rapidly, to over fifty times the 
prewar price level in 1947, when it was suddenly checked. The budget 
is now balanced with public expenditure at 22 per cent of national in- 
come, plus 7 per cent of national income in social insurance charges (the 
incidence of which is uncertain). 

In Japan there was a hundred-fold inflation up to 1949, when prices 
were stabilized. Taxation is now 30 per cent of the national income; 
but our rule is not violated, for some measure of rationing and price 
control has continued to be necessary. No doubt the authorities expect 
that in the next year or so a rapid rise in production, without any fur- 
ther rise in prices being necessary, will raise the national income and 
thereby lower the tax ratio considerably. 

Countries suffering severe suppressed inflation are Britain, Norway, 
and perhaps the Netherlands. Sweden has moderate suppressed infla- 
tion. Australia and New Zealand have suppressed inflation now in the 
process of becoming open. What are the significant facts about them? 

Britain started the war with a figure of 26 per cent (including social 
insurance) of national income going to taxes. The figure rose to 42 per 
cent in 1945. There was a slight reduction in the next two years and 
then the figure started rising again to the appalling level of 43.7 per 
cent for 1949, well above the highest wartime ratio. Although Britain 
has made a great show of decontrolling a certain number of minor 
items, the main mass of controls is as rigid as ever, particularly over 
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housing and most articles of food. Last year’s devaluation is unlikely 
to make much difference because it has not been allowed to raise Brit- 
ish wages and prices except to a minor decree. It seems inevitable that 
Britain’s suppressed inflation, after a longer or shorter interval, will 
break out into open inflation, probably on a catastrophic scale. (Inci- 
dentally Hugh Dalton who, when Chancellor of the Exchequer, had 
a lot to do with boosting British tax rates up to current levels, thought _ 
my proposed tax rate of 25 per cent of the national income was far too _ 
high when I put it forward in the prewar Fabian pamphlet mentioned — 
above. It seemed to him a dangerously radical proposal. After the war 
he set a 40 per cent figure. When I criticized it, he accused me of be- 
ing a dangerous reactionary!) 

The Netherlands figure is now 30 per cent. In Norway, which also 
suffers severe suppressed inflation, a ratio of some 40 per cent prevails. 
Sweden, which has a mild form of suppressed inflation, has a ratio of 
just over 25 per cent. Australia and New Zealand are also at about the 
25 per cent level and are today emerging from suppressed into open 
inflation. 

All these facts seem to support the conclusion—which is further rein- 
forced by the recent experience of Finland, Switzerland, and Denmark 
—that the safe political and economic limit of taxation is somewhere 
near 25 per cent of the national income. In this figure all forms of taxa- 
tion are included: direct and indirect, federal, state, and local. The fig- 
ure doesn’t tell what proportion of your individual income can legiti- 
mately be taken in taxation; it simply indicates how large a proportion 
of the national income can safely be taken. If the experience of the 
nineteen-forties, on top of that of the twenties and thirties, doesn’t 
convince you that the 25 per cent figure is pretty nearly correct, then 
I don’t know what will. 


